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Executive Summary

In the wake of the collapse of the municipal bond market, local governments have struggled to
secure valuable investor financing for their crucial projects. To combat this, President Obama

included a valuable new program, Build America Bonds (BABs) in the American Recovery and
Reinvestment Act to revive the municipal bond sector.

BABs are federally-subsidized finance tools that allow local governments to more easily access the
larger corporate debt market. The federal government pays 35% of a BAB’s interest rate so that the
local government can effectively assume debt at a higher interest rate and thus be more attractive to
investors. Since beginning the program in April 2009, BABs have successfully attracted investors to
many municipalities and gained acceptance in the finance world. The program was originally
scheduled to expire at the end of 2010, but it is likely to be made permanent at a 28% rate of
federal subsidy.

Why Build America Bonds Have Worked

Initially BABs met resistance both in Congress and in Wall Street as many predicted the program
would fail or would lead to a detrimental rise in local government borrowing." This risk was reflected
through higher underwriting fees as banks tried to locate new investors who would not have
normally purchased municipal debt — some underwriting fees were as high as 200% the standard fee
for tax-exempt issues.” However, the central premise of BABs was sound. By the end of February
2010, $78 billion worth of BABs were sold and estimates predict 2010 BAB sales of $100 billion or
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more.” BABs can be issued for any purpose that would have been eligible for traditional tax-exempt
bond financing other than private activity bonds.*

The amount that the federal government has offered to shoulder is currently 35% of the interest
payment on BABs.” This means that if a local government assumes debt through a BAB with an
interest rate of 10%, the local government will pay 6.5% while the federal government pays 3.5%.
BABs allow local governments to attract investors by offering interest rates that are much higher
than the normal tax-exempt rates while simultaneously offering the lower risk and stability
associated with government debt. There is currently no volume limit on the sale of BABs.

Initially there were also Recovery Zone Economic Development Bonds (RZEDBs) available as a
subtype of BABs. RZEDBs were designed for communities that have significant unemployment or
foreclosures, or that are economically distressed because of a change to a local military base, or are
designated empowerment zones or renewal communities. In these bonds, the federal government
shouldered 45% of the interest rate rather than the 35% BAB standard. RZEDBs however were
limited to $10 billion with each state guaranteed to receive at least 0.90% of that amount.

The Future of BABs

The BAB program authorized through the $787 billion stimulus in 2009 is scheduled to expire at
the end of 2010. But due to its success, President Obama and Congress are working to reauthorize
it at slightly adjusted rates. The permanent program would begin on January 1, 2011 when the
stimulus BAB program is set to expire. The new program would decrease the percentage that the
federal government pays from 35% to 28%. The difference of 7% makes the BAB program revenue-
neutral to the Federal government® while continuing to help local governments attract investors.

For further information on this issue, please contact your Marlowe & Company team leader or
email legislation@marloweco.com
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